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Abstract

According to the European Commission’s Sustainable Finance Strategy, the financial system has a
key role to play in promoting sustainable development toward a greener and more sustainable
economy. Small and Medium-sized Enterprises (SMEs) represent over 99% of all European busi-
nesses and are responsible for around 60% of all business greenhouse gas emissions. Small and
Medium-sized Enterprises are therefore crucial to the success of the European Union’s sustainabil-
ity transition. The share of sustainable finance for SMEs will grow both as a result of increasing
sustainability legislation and the expectations of customers and stakeholders. However, integrating
sustainability can be challenging for SMEs due to limited resources and expertise. The article high-
lights the importance of clear, transparent, and implementable contract documents as tools to
enhance sustainability in financing. Proactive contracting and legal design approaches are discussed
as means to transform contracts into management and communication tools, to promote sustain-
able business practices.
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Introduction

Within the framework of the European Green Deal, the European Commission announced the
renewed Sustainable Finance Strategy in 2021 (European Commission 2021). A part of the strategy
is the European Commission’s Action Plan “Financing Sustainable Growth” (European Commission
2018, hereinafter Action Plan), which is one of the key actions to implement the Paris Agreement
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(United Nations 2015a) and the United Nations’ UN 2030 Agenda for Sustainable Development
(United Nations 2015b). According to the Action Plan, the financial system has a key role to play in
promoting sustainable development toward a greener and more sustainable economy (European
Commission 2018, 5). The Action Plan aims to redirect capital flows toward sustainable investment
to achieve sustainable and inclusive growth; to manage financial risks arising from climate change,
resource depletion, environmental pollution, and social issues; and to promote transparency and sustain-
ability in financial and economic activities. According to the European Commission, Small and
Medium-sized Enterprises' (SMEs) represent more than 99% of all European businesses and are respon-
sible for around 60% of all business greenhouse gas emissions. Small and Medium-sized Enterprises are
therefore crucial to the transformation to sustainability (European Commission 2022a). However, SMEs
often face human resource constraints, including limited expertise and skills which may challenge the
effective integration of sustainability into their business operations and the execution of a sustainability
transition as compared to large companies (European Commission 2022a).

One important way to promote a greener and more sustainable economy and to redirect capital flows
toward sustainable investments is corporate finance. Influencing businesses through finance is effective,
as companies often need equity or debt finance when they invest or expand their business. The increasing
legislation on sustainability alongside banking legislation has led, relatively quickly, to a situation where
banks have a strong interest in promoting sustainable finance and ensuring that the companies they
finance are aware of their ESG risks (pertaining to environmental, social, and governance factors) and
taking steps to manage them. Borrowers (client companies) also have many incentives to promote sus-
tainable investments and to utilize sustainable finance. In addition to sustainable legislation, ESG-linked
investments are signals to stakeholders, such as lenders, investors, and customers, indicating a company’s
commitment to ESG objectives and practices. It is therefore also a question of the company’s reputation.
Another important incentive is that ESG factors may affect the cost and availability of business finance.”

Sustainable finance generally refers to ESG considerations when making investment decisions in
the financial sector, leading to more long-term investments in sustainable economic activities and
projects. Sustainable corporate finance solutions can be divided into two categories (ESG loans’):
Sustainability-Linked Loans and Green Loans. Sustainability-linked loans can be used for general
corporate purposes. They are linked to the sustainability performance of the borrower, measured
against ESG criteria. Green loans, on the other hand, proceed directly to finance projects with expli-
cit environmentally friendly purposes. Currently, ESG loans are typically issued to larger compan-
ies. However, the new European Union (EU) directive on corporate sustainability reporting
(European Commission 2022¢) and proposal on corporate sustainability due diligence directive
(CSDDD; European Commission 2022b) set new requirements concerning ESG obligations affect-
ing a wider range of companies including their value chains and subsidiaries of EU companies and
EU subsidiaries of non-EU companies. Moreover, the expectations of stakeholders and customers,
as well as other sustainability legislation, commitments, and guidelines, already affect SMEs indir-
ectly through contractual cascading in the value chains of large companies. To sum up, sustainabil-
ity is becoming a more tangible part of SMEs’ business operations, and the share of SMEs in
sustainable finance is increasing.

Loan agreements play a crucial role in committing borrowers to sustainability and advancing
ESG goals in their business practices (Kim et al. 2021). It is therefore important that contract docu-
ments avoid complex clauses and jargon, and sustainability factors are expressed in an understand-
ably and unambiguously way. Clear and measurable ESG clauses in contracts also ensure that the
lender receives adequate and accurate data over the life of the loan to monitor their clients’ sustain-
ability performance and reduce the risk of greenwashing.
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This article discusses how to promote responsible and sustainable contracting in SMEs’ sustain-
able finance loan agreements through proactive contracting and legal design approaches. The aim is
to study how multiprofessional collaboration and user-centered contract design can simplify
ESG-related clauses in contract documents, how to make them visible through information
design methods, how to enhance a common understanding between contracting parties, and how
to contribute to the achievement of ESG objectives in day-to-day business practices. Although
the EU sustainability legislation extends its impact beyond Europe through corporate value
chains, this article focuses on SMEs’ loan agreements at the European level.

The structure of the article is as follows. First, it provides a brief overview of the regulatory
framework for sustainable finance that is relevant to the content of the article. Second, it presents
ESG loans as a form of sustainable finance. Third, it outlines ways to improve contractual effect-
iveness and achievement of objectives through proactive contracting and legal design approaches.
Fourth, it introduces different types of information design tools and provides examples to illustrate
them. Finally, concluding remarks are presented.

Impacts of sustainability requirements on the finance of SMEs now and
in the future

Sustainability is a central focus both in the EU and globally, as evidenced by numerous laws, com-
mitments, and guidelines. Examples include Article 3 of the Treaty EU 2012/C326/01 addresses
sustainable development (EU 2012). The adoption of international agreements such as the Paris
Agreement and the United Nations 2030 Agenda for Sustainable Development have further high-
lighted the importance of sustainability. The Green Deal, approved in 2020, is a comprehensive set
of measures and policy initiatives that aims to make the entire EU economy sustainable for the
benefit of both citizens and businesses (European Commission 2019). The ultimate goal is to
achieve climate neutrality by 2050. The European Climate Law (EU 2021/1119) also makes the
Green Deal targets legally binding and requires EU institutions and Member States to take the
necessary measures at the EU and national levels to achieve the climate neutrality target.

The Sustainable Finance Strategy sets out a number of initiatives to address climate change and
other environmental challenges. It also aims to increase the involvement of SMEs as the EU moves
toward a sustainable economy (European Commission 2021). Legislation on sustainability at the
EU level has increased significantly over the past decade and this trend is continuing. This increase
can be compared to the increase in banking legislation, and one can even speak of a tsunami of sus-
tainability legislation. As mentioned in the introduction, currently the legislation, with mandatory
reporting requirements, mainly affects large companies, but sustainability is also becoming increas-
ingly tangible in the business of SMEs. Alongside new legislation proposals, the growing expecta-
tions of stakeholders, such as partners, suppliers, financiers, customers, and shareholders, are
driving this change and shifting social attitudes toward sustainable business practices.

In the context of this article, the key EU sustainability legislation projects that have or will have a
direct or indirect impact on SMEs and their finance are the Taxonomy Regulation (EU 2020), the
Corporate Sustainable Reporting Directive (European Commission 2022¢, CSRD), and the
Directive on CSDDD proposal (European Commission 2022b).

As part of the Action Plan and legislation of financial markets, the European Commission adopted
the Taxonomy Regulation (EU 2020, hereinafter Sustainable Finance Taxonomy).* The Sustainable
Finance Taxonomy is the first EU-wide classification system to define what types of investments and
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financial projects are considered environmentally sustainable (EU 2020, Article 4). The aim is to
direct capital toward sustainable business and sustainable development investments and to support
the green transition and the goals of the Green Deal.” The European Commission has established
the Platform of Sustainable Finance based on the mandate set out under the Sustainable Finance
Taxonomy (EU 2020, Article 20). The platform serves as an advisory body to support the develop-
ment of sustainable finance and the EU Taxonomy Regulation. Moreover, in 2022, the new ISO
Standard of Sustainable Finance has been introduced to offer guidance on integrating crucial sustain-
ability principles into organizations’ operations and business strategies. This ISO standard can help
companies demonstrate their adherence to sustainability practices and principles (ISO 3221 2022).
To speed up and enhance sustainability-related information processes, the CSRD will be phased in
from the beginning of 2024. The directive will extend the current Non-Financial Reporting Directive
(European Commission 2014) and introduce new, much broader mandatory sustainability reporting
standards. Furthermore, the scope of the CSRD is much broader than that of the NFRD and it will
also apply to listed SMEs from the beginning of 2026.° Other SMEs and listed microenterprises
are excluded. However, despite the limits, reporting requirements will extend to SMEs from the
outset, because reported sustainability information should contain information on the entire value
chain of the reporting company, including its business relationships and value chain within and
outside the EU (European Commission 2022¢c, Recital 33). Thus, reporting requirements for large
companies extend to SMEs through the value chains of large companies. This implies that large com-
panies should consider the requirements when contracting with SMEs in their value chains. Moreover,
SMEs are strongly encouraged to follow the simplified reporting system on a voluntary basis. The
European Commission argues that ESG disclosure will become common practice in the near future
and will form a basis for many other transactions, such as financial transactions. It can also
provide a basis for better dialogue and communication between companies and their stakeholders
and help companies improve their reputation (European Commission 2022c, Recital 12).
Complementing the CSRD, the European Commission adopted a proposal for a CSDDD in
February 2022. The goal of the CSDDD is to promote sustainable and responsible corporate behavior
and to integrate human rights and environmental considerations into companies’ operations and gov-
ernance, including their global value chains. The proposal sets out new legislation that will require all
large companies and some SMEs (more than 250 employees and annual turnover exceeding €40
million) in specific industries (e.g., textiles, agriculture, forestry, and mining) and non-EU companies
meeting certain criteria to assess and identify the negative environmental and human rights impact of
their activities, including in their value chains (scope see European Commission 2022b, Article 2).’
Furthermore, according to the CSDDD proposal companies should enforce their sustainable due dili-
gence measures in situations where they have factual control, i.e., either through direct contracts or
where control could be exercised by the company through contractual cascading or other leverage
in indirect business relationships (European Commission 2022b, 13). This indirectly affects SMEs
and also obliges them to implement sustainable due diligence measures further in their value chains.
Thus, regardless of how the legislation proceeds, it is clear that the legislation of sustainability
already impacts SMEs indirectly through value chains. Large companies, including those in the finan-
cial sector, have a need and desire to manage their value chains carefully. Although sustainability report-
ing is voluntary for SMEs, they may need to comply with reporting requirements to meet the reporting
needs of financiers and stakeholders in their value chain. Moreover, banking legislation indirectly
requires banks to consider ESG risks® in their customer finance. Banks’ credit risks, including the
ESG risks of borrowers, affect their capital and risk requirements. The higher the perceived risk of
the borrower, the higher the credit risk to the bank and the higher the capital requirement for the



Kaave 5

bank associated with the loan (see e.g., BIS; Dragomir 2010, 125-51; Hauptmann 2017; Houston and
Shan 2022). According to the Action Plan, the European Commission will consider whether further
capital requirements could be adopted to better reflect the bank’s ESG risks (European Commission
2018, 9). The European Banking Authority (EBA) has also issued guidelines on how sustainability
issues should be considered as part of banks’ lending processes (EBA). The guidelines clarify how
banks should assess and manage ESG risks and recommend how ESG risks should be monitored
during the maturity period. The EBA guidelines apply to all borrowers, including those who do not
report on sustainable issues. Therefore, the challenge in complying with these guidelines is to obtain
information from those borrowers, such as SMEs, who do not report on sustainability (Lehtonen and
Wauolijoki 2022).

In summary, the current sustainability legislation does not directly affect SMEs. However, the
legislation has an indirect impact on them through contractual cascading, where large companies
pass on sustainability requirements and obligations in their value chains. Future legislation will
also have a direct impact on some SMEs. Moreover, SMEs have other incentives to promote
their sustainability. One such incentive is the positive impact of sustainable business practices on
the cost of and access to finance. Sustainability practice and reporting are also ways for both finan-
ciers (lenders) and borrowers (client companies) to credibly signal to stakeholders, such as investors
and customers, how committed they are to ESG practices and objectives. The assumption is there-
fore that sustainable finance solutions (ESG loans) will be increasingly extended to SMEs. The next
section provides a more detailed analysis of ESG loans and highlights the challenges that SMEs
may face in relation to ESG loans.

ESG loans in a nutshell

“Sustainable finance” in general refers to environmental, social, and governance considerations in
making investments and loan decisions in the financial sector. The aim of sustainable finance is to
enhance the role of finance in promoting sustainable growth by funding society’s long-term needs
and integrating environmental, social, and governance factors into investment decision-making
(European Commission 2018).

In corporate finance, there are two main categories of ESG-related loans (also called ESG
lending®): Sustainability-Linked Loans (also called ESG-Linked Loans) and Green Loans.
A sustainability-linked loan is a general-purpose loan, that is, not a specific sustainable asset or
investment. The loan clauses are linked to the borrower’s predefined sustainability performance
targets measured by predefined key performance indicators such as reduction of greenhouse gas
emissions, increased use of renewable energy, or by using external ratings and/or equivalent indi-
cators. The aim of sustainability-linked loans is to enhance the borrower’s ESG profile by aligning
the loan agreement clauses with borrowers’ sustainability performance targets. The clauses of the
loan are adjusted based on the borrower’s performance in meeting these targets, and the loan’s
pricing is typically pegged to this performance. Failure or achievement of the targets will only
have an economic impact and will not constitute an event of default that would allow the lender
to demand repayment of the loan. If the targets are met, it means a lower interest rate (margin
rate) and, if not, the rate may be higher. It may also be easier to access the loan with sustainability
impacts (Loan Market Association 2020a). So far, the sustainability elements have typically been
related to environmental issues, but they are gradually being expanded to encompass social and
governance factors as well. Green loans, in turn, proceed directly to finance projects and assets
with explicit sustainable environmentally friendly features, such as renewable energy, energy
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efficiency, clean transportation, sustainable water, and wastewater management. To ensure that all
market participants have a clear understanding of what constitutes a green loan, the Green Loan
Principles outline categories for eligible green projects based on the following four components:
(1) the use of proceeds, (2) the process of project evaluation and selection, (3) management of pro-
ceeds, and (4) reporting. These components ensure that projects deliver clear environmental benefits
that are assessed, measured, and reported by the borrower (Loan Market Association 2020b).

To simplify, these two ESG loan categories differ in terms of their intended purpose. A common
feature, however, is that the borrower reports to the lender on a regular basis, usually annually, on
the achievement (or nonachievement) of the objectives set out in the loan agreement clauses.
Through this reporting, the lender monitors that the assets or investments financed by the loan
and the sustainability objectives of the loan are contributing to the objective or purpose as expected.
In practice, the reporting requirement means increased data collection by the borrower. While banks
have analysts and experts on sustainability issues, the knowledge and expertise of borrowers are
crucial, as they are the primary experts on their own operations (Lehtonen and Wuolijoki 2022).

There is already some research on how loan agreements indirectly shape and influence compan-
ies’ ESG policies and commitment to sustainability (see e.g., Houston and Shan 2022; Hauptmann
2017). As stated earlier in this article, borrowers have in addition to legislation several incentives to
comply with the clauses agreed in loan contracts, such as loan pricing, stakeholder requirements,
and reputation. However, SMEs may face challenges in producing the necessary and reliable
data, as they may not have the same level of knowledge and resources as large companies. It has
been stated that reporting requirements for SMEs need to be adapted to their capacity and simplified
(European Commission 2022a). Another problem may be implementing the requirements and sus-
tainability issues as part of the overall operations of SMEs.

This section focused on two main categories of ESG loans: Sustainability-Linked Loans and Green
Loans. The key difference between these loan categories lies in their focus. Sustainability-linked loans
are linked to the overall sustainability performance of the company, while green loans specifically
finance sustainable projects and assets. However, both types of loans share a common goal: to encour-
age companies to transition their operations toward greater sustainability by imposing certain criteria
and requirements on their operations. In addition, the section explored the challenges that SMEs may
face in relation to ESG loans compared to large companies due to their limited resources to generate all
the necessary information and implement the requirements and sustainability issues in their operations.

I argue that the way in which sustainability-related clauses are framed in contracts is crucial to
the promotion, implementation, and reporting of sustainability, particularly in SMEs. The clauses
have to be clear, understandable, unambiguous, and tangible to be implemented in business.
They must support a common understanding between the parties and those implementing the con-
tract. This requires a shift from a legal perspective in contract drafting to a more comprehensive
contract design process that is based on a proactive approach to contracts and collaboration
between multiple professions and disciplines. This is discussed next.

The role of proactive approach and design in making sustainability
visible and monitorable in loan agreements

Proactive contracting

The concept of proactive contracting was introduced by legal scholar and practitioner Helena
Haapio in 1998. In her conference paper, she defined proactive contracting as an approach
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“recognizing and making use of contracts and contracting processes as planning tools to guide and
support the success of your business. It provides the support needed to identify opportunities in time
to take advantage of them—and potential problems in time to take preventive action” (Haapio 1998,
246). As her statement points out proactive contracting approach has two dimensions: preventive
and promotive. The preventive dimension emphasizes identifying potential problems, preventing
them, and minimizing the impact of unavoidable risks. The promotive dimension on the other
hand emphasizes the positive, proactive dimensions of contracts by seeing them as tools for promot-
ing business success, enhancing opportunities, and fostering collaboration and relationships. The
aim is that contracts must not only be legally binding and in line with legal principles and estab-
lished business practices, but they must also be operationally effective and functional.'®
Proactive contracting embraces also the relational aspects'' of contracts and emphasizes the rela-
tionship between a formal contract and relational governance. It aligns with the ideas of relational
contract theory but is more practice-oriented, providing practical tools for implementing the ideas of
relationalists in the context of contract design (Hurmerinta-Haanpaid 2021). Haapio’s conference
paper initiated academic work on a proactive approach to business contracts. Soon after, other scho-
lars and practitioners became interested in the approach and continued to develop it. Since then, the
proactive approach has developed worldwide, with numerous conferences, books, and articles on
proactive contracting and proactive law (Berger-Walliser and @stergaard 2012; Haapio 2013;
Hurmerinta-Haanpdd and Nuottila Forthcoming; Kaave 2022; Kujala, Nystén-Haarala and
Nuottila 2015; Nuottila 2019; Nuottila, Kauppila and Nystén-Haarala 2016; Siedel and Haapio
2010; Wahlgren 2006). The proactive approach has also been adopted by the European
Economic and Social Committee in 2009 (EESC 2009) as a part of the EU’s Better Regulation strat-
egy (European Commission).

From Haapio’s statement above, one can identify three main perspectives that distinguish the
proactive approach from the classical legal approach to contracts. These perspectives can also be
applied to the analysis of ESG loan contracts. First, the proactive approach shifts the focus of
the goals of contracts. According to the classical view, contracts are perceived as legal tools that
prioritize legal goals and interests. Contracts are detailed agreements defining the obligations and
rights of the parties involved, including safeguarding clauses to secure a company’s own interests
and position in the event of disputes (Nystén-Haarala 1998). The proactive approach, on the other
hand, regards contracts not only as legal tools but also as management tools. Therefore, contracts
are considered legal, economic, managerial, and social artifacts (Corrales Campagnucci, Haapio
and Fenwick 2022; Haapio 2013). This reflects the fact that contracts have multiple functions.
However, according to contract research, safeguarding still seems to be the most common function
of business contracts (Hurmerinta-Haanpad 2021; Kaave 2022). Moreover, it is common for many
businesspeople to perceive contracts as a necessary time-consuming evil, as an administrative
burden, or as an obstacle to decision-making (Cummins 2015; Berger-Walliser, Bird and Haapio
2011). Contracts are not considered valuable intangible assets, nor tools for producing tangible
assets. It is important to manage risks through contracts. The function of contracts is, among
other things, to anticipate and prevent problems, minimize the impact of unavoidable risks, and
manage and resolve conflicts. However, the risk management and safeguarding function should
not be prioritized at the expense of other contract functions. Functions such as promoting business
and fostering collaboration between the contracting parties are equally significant. More precisely,
contracts serve as tools for coordinating and managing business; achieving benefits; creating, allo-
cating, and protecting value; communicating, sharing, minimizing, and managing risks; preventing
problems; and safeguarding the parties’ rights (Haapio 2013; Haapio and Haavisto 2005). ESG loan
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agreements have these functions and goals as well. They aim to manage risk, enhance business, and
foster relationships between the contract parties. Moreover, ESG loan agreements must support the
implementation of sustainability objectives. The clauses of a contract must be clear and specific
enough to ensure that ESG reporting from the borrower to the lender is adequate, accurate, and
correct. Otherwise, on environmental issues, incomplete information may give the impression of
greenwashing.

The second perspective that distinguishes the proactive contracting approach from the classical
one is that the latter views contracts from an ex-post perspective. The classical approach increases
the tendency of lawyers to prepare for ex-post interpretation of contracts in court, resulting in an
emphasis on worst-case scenarios (Nuottila, Kauppila and Nystén-Haarala 2016). The proactive
approach, in tum, is about foresight instead of hindsight. It aims to ex ante detection and exploit-
ation of opportunities that will enable business success (Haapio 1998, 2013, 39-42). In ESG loans,
the proactive approach is crucial. The borrower is obligated to regularly report to the lender the pro-
gress of meeting the ESG goals tied to the loan. In order for the lender to receive the necessary and
adequate information in time, the sustainability-related clauses have to be designed from the view-
point that it is practically possible for the borrower to fulfill this obligation. It can be challenging, if
not impossible, for the lender ex-post alone to find out all the factors affecting the borrower’s sus-
tainability (Lehtonen and Wuolijoki 2022). Being proactive rather than reactive in the contract
design process helps both the borrower and the lender to achieve their goals: reporting by the bor-
rower and monitoring by the lender.

The third way in which the proactive contracting approach differs from the classical legal view is
that instead of solely relying on contract documents, it views contracts as a continuous and evolving
process throughout a business relationship. In line with Winston Churchill’s statement, “War is too
important to be left for generals,” Haapio also stated in the title of her conference paper that “con-
tracts are too important to be left to lawyers” (Haapio 1998, 243). The classical approach to con-
tracts puts lawyers at the center of the contract drafting process, rather than viewing contracts
more from the business perspective (Haapio 1998; Nystén-Haarala 1998). However, the business
perspective should not play a secondary role and the law should only be one of the tools in contract
drafting (Nystén-Haarala 2017). Collaboration among multiple professionals is necessary for con-
tracts to foster the core values of businesses and to enable business success, good customer relation-
ships, and effective management (Cummins 2015). Contracts consist of various aspects, notably the
legal, business, financial, technical, and implementation aspects, and all these aspects should form a
functional and compatible whole (Haapio 2007, 49).

The integration of legal knowledge and various areas of expertise within an organization is
crucial, as different professionals have varying individual contract skills. To produce better con-
tracts, companies should enhance their contract capabilities, and the individual contract-related
skills of members of the organization should be combined to form an organizational contracting
capability (Cummins 2022; Haapio 2007; Henschel 2022; Kaave 2022; Nystén-Haarala 2008).
This approach allows organizations to utilize the individual strengths within the company to
design, maintain, and manage contracts and contract processes effectively (Nystén-Haarala
2008). Also, in terms of ESG loans, this means that a collaborative effort, involving not only
legal and sustainability experts but also a wide range of business experts is crucial in the contract
design process. When aiming for operationally effective and functional contracts, it is important to
take the users’ perspective into account (see e.g., Saloranta and Hurmerinta-Haanpdi 2023). The
goal is that contract clauses are appropriate and effectively applicable to the business at hand.
This also requires considering the contractual processes at the customer interface, which means
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ensuring that the customer understands what it is committing to and what the contract requires from
its business practices.

The following table (Table 1) summarizes the main differences between the classical legal
approach and the proactive approach to contracts mentioned above.

In this section, the proactive contracting approach was explored, identifying three main perspec-
tives that distinguish it from the classical legal approach to contracts. These perspectives are not
only relevant and applicable in general but also within the context of ESG loan agreements.
First, proactive contracting recognizes that contracts have multiple functions beyond being
legally binding. It emphasizes that contracts must not only be legally binding but also serve to
coordinate and manage the business and be operationally effective and functional. The second
point was the ex-ante perspective of contracts. The objectives of contracts are ex ante to identify
potential problems, prevent them, minimize the impact of unavoidable risks, and emphasize the
positive, proactive dimensions of contracts by seeing them as tools for promoting business
success, enhancing opportunities, and fostering collaboration and relationships. Thirdly, it was
pointed out that proactive contracting perceives contracts as a continuous and evolving process,
focusing not only on the contract documents but also on the processes involved. This approach
emphasizes multiprofessional collaboration.

The proactive contracting approach is influenced by various research fields, disciplines, and the-
ories (see Hurmerinta-Haanpdé and Nuottila Forthcoming). One of the key disciplines involved is
design, with the primary aim of enhancing the user-centredness, accessibility, and usability of both
contract documents and contract processes. The use of design in legal domain will be discussed in
more detail in the next section.

The concept of legal design

Like proactive contracting, design, and design thinking have their roots in several disciplines. What
design thinking means depends on where, by whom, and for what purpose it is used. As a theoretical
framework, design thinking is a problem-solving technique in which the principles of design are
applied to generate new, innovative, improved, and more efficient solutions (Berger-Walliser,
Barton and Haapio 2017; Brown and Katz 2019; Johansson-Skoldberg, Woodilla and Cetinkaya

Table 1. Classical legal vs. proactive approach to contracts (adapted from Haapio 2013, 42).

Classical legal approach Proactive approach
View contracts as A source of rules, piece of Legal, managerial, social and economic artifacts,
evidence enablers, facilitators of communication and
collaboration
Sees contracts Legal tools Management tools
primarily as
Sees as contracts’ Legal objectives Business objectives, supported by legal objectives
primary objectives
Core concerns Legal accuracy, safeguarding, Achieving business objectives, user-centered
enforceability, worst-case contracts, promote good, prevent harm
scenarios

Disciplinary basis Law Multidisciplinary
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2013). Despite the various perspectives, design thinking is characterized by user-centeredness and a
multidisciplinary approach (Berger-Walliser, Barton and Haapio 2017; Brown and Katz 2019;
Finnegan 2021; Passera 2017).

Legal design merges legal and design thinking, but it even goes beyond design thinking. It is
more like design doing, and applying design thinking in the real world by working in a design
mode (Berger-Walliser, Barton and Haapio 2017; Doherty et al. 2021). According to the Legal
Design Alliance, an interdisciplinary network of academics and practitioners in law, design, and
other disciplines, legal design “applies human-centered design to the world of law to enable desir-
able outcomes and prevent the causes of problems from arising and developing into conflict and
disputes” (Legal Design Alliance 2023). It is a collaborative approach that combines the legal
expertise of a lawyer with the creative mindset and methodologies of a designer, as well as the
potential of technology. The goal of the legal design is to create legal outcomes that are not only
useful and usable but also engaging and understandable to the users. The aim is to make legal infor-
mation and services easier to understand and use, particularly for nonexperts (Berger-Walliser,
Barton and Haapio 2017; Doherty et al. 2021; Passera 2017; Rossi and Haapio 2019). However,
it is important to note that legal design is not a synonym with contract document design. The
same user-centered methodology can also be applied to solve problems in other legal domains,
including also legal, services, processes, and systems (Passera 2017).

This section examined the concept of legal design and presented a brief overview of design
thinking and its application in the field of law. The aim of the legal design is to make legal infor-
mation and services user-centered, understandable and, improve communication and knowledge
sharing between the stakeholders involved. As mentioned above legal design is a methodology
that can be applied to different areas of law, including contracts. The integration of legal thinking
with design doing and the transition from contract drafting to contract design are discussed next.

The shift from contract drafting to contract design

There is no unambiguous definition of contract design. Various disciplines have presented different
perspectives. Among legal scholars, the term has traditionally been used as a synonym for contract
planning and drafting (see e.g., Scott and Triantis 2006; Choi and Triantis 2010). In organizational
studies, contract design is related to transaction costs, govemnance, and the psychological impact of
contracts (see e.g., Argyres and Mayer 2007; Mayer and Weber 2005; Passera 2017, 53-62;
Schepker et al. 2014; Weber, Mayer and Macher 2011).

The pioneers of proactive contracting and contract design have described contract design as an
effort to integrate strategic business decisions, business objectives, and legal knowledge by collab-
orating with various professionals such as managers, lawyers, technical experts, salespeople,
designers, contract implementers, and other professionals. The goal of this collaborative effort is
to increase the likelihood of business success, minimize risks and disputes, and foster collaboration
between contracting parties. By combining the expertise and perspectives of a diverse group of pro-
fessionals, contract design seeks to align business objectives with legal requirements while creating
contracts that are effective, efficient, and mutually beneficial (Hietanen-Kunwald and Haapio 2021).
Overall, contract design encompasses both the design of contract documents—content, structure,
language, and layout—and the design of contract processes and their integration into business pro-
cesses (Barton et al. 2022; Finnegan 2021; Haapio 2013; Henschel 2022; Passera 2017; Passera,
Allbon and Haapio 2022). Emerging technologies provide new opportunities to contribute to the
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change from contract drafting to contract design (see e.g., Corrales Campagnucci, Haapio and
Fenwick 2022; Salo-Lahti, Ranta and Haapio 2023; White 2022).

The application of various design domains in shifting from contract drafting to contract design is
illustrated in the context of this article in Figure 1.

In the context of contracts, information design involves the production, processing, communica-
tion, and utilization of information during the contract process. This includes also designing the lan-
guage, content, structure, and layout of contract documents with an emphasis on using plain
language, simple sentence structures, and visual elements such as icons, diagrams, charts, and
other design patterns (Haapio and Hagan 2016; Haapio and Passera 2021; Kaave, Autto and
Kovalainen Forthcoming; Passera 2017; WorldCC Foundation, Passera and Haapio 2023). The
objective of information design is to enhance the effectiveness and accessibility of contract docu-
ments by presenting the information in a manner that is understandable, accessible, and actionable.
By leveraging visual and other design elements, information design helps to minimize ambiguity,
reduce complexity, and increase the likelihood that parties will understand the contract clauses
(Passera 2017). Product design considers contracts as legal, economic, managerial, and social arti-
facts that function as tools for management, communication, knowledge sharing, and collaboration
(Hagan Continuously updated; Kaave, Autto and Kovalainen Forthcoming; Passera 2017). Service
design focuses on designing customer interface contract processes. The goal is to improve the cus-
tomer experience and to ensure the efficient implementation of contracts (Hagan Continuously
updated; Kaave, Autto and Kovalainen Forthcoming; Passera 2017; Rekola and Haapio 2011).
Organization design provides tools for designing intemal contract processes, improving organiza-
tional structure, fostering cooperation between organizational actors, and developing policies. The
aim is to enhance an organization’s contract capability (Hagan Continuously updated; Kaave, Autto
and Kovalainen Forthcoming; Passera 2017).

L

SUCLESS

ﬁ‘ﬁu

Information Product Service Organization
design design design design

Figure |. Design domains that can be utilized to shift from contract drafting to contract design.
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As with any design process, the contract design process is a cyclical and iterative process with
multiple stages that can be repeated in any order (on the design process see e.g., Norman 2013). The
starting point is to identify and define the users, understand the context of use, and establish the
objectives of the project. The next step is to develop and test different solutions, review and evaluate
the outcome, and make modifications as necessary (Berger-Walliser, Barton and Haapio 2017,
Finnegan 2021; Hagan Continuously updated). The process is illustrated in Figure 2 (see also
Brown 2008, 5).

This section focused on the concept of legal design in the context of contracting. Contract design
is a cyclical and iterative process that involves the integration of strategic business decisions, legal
knowledge, and collaboration with various professionals to align business objectives and create
effective contracts. It encompasses the design of contract documents and processes, using
methods from information design, product design, service design, and organizational design.
Information design focuses on enhancing accessibility, understanding, and actionable information
through paying attention to language, structure, and the use of visual elements in contracting pro-
cesses and contract documents. Product design views contracts as versatile tools for management,
communication, and collaboration. Service design improves the customer experience and ensures
efficient contract implementation. Organizational design in turn enhances internal processes, collab-
oration, and policy development.

The following section delves deeper into the concept of information design and demonstrates its
application through examples.

Making sustainability information visible and monitorable through information design

The pioneers of plain language have stated that ask ten people to define information design, and you
are likely to get as many different answers. In the context of contracts, information design can be
defined as the overall process of developing a successful document and presenting information in it
(Redish 2000). More precisely, it can be defined as “the process of identifying, selecting, organiz-
ing, composing, and presenting information to an audience so that it can be used efficiently and
effectively by that audience to achieve a specific purpose” (Hayhoe 2012, 23). The aim of informa-
tion design is to ensure that people using information find what they need, understand what they
find, and are able to use the information appropriately (Redish 2000). Moreover, in the context
of contracts, the aim is to produce contracts that support shared understanding—both between
the parties of the contract and between actors within the organization—and effective

Understand
Context of Use

Specify Users &
Stakeholders

—

Figure 2. User-centered design phases (Finnegan 2021, 40. Used with permission).
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implementation of the contracts. Information design tools, such as visualization, plain language,
layering, and design pattems, help to simplify complex information, make it easier to understand
and accessible, and streamline the contract design process (Passera 2017).

The following examples (Figures 4 and 5) illustrate the application of information design to con-
tracts. The aim of the design is to create user-centered and easy-to-understand contract documents
that encourage borrowers to read and engage with the contract.

The aim of the redesign of the template contractual clauses (Figure 3) was to overcome various
communication barriers that may hinder effective communication and lead to interpretational
issues. These barriers encompass elements such as small print, complex language, complex sen-
tence structures, and vague terms (such as materially and reasonable). Moreover, the aim was to
avoid the “wall of text effect” and lengthy text blocks.

In the first redesigned version (Figure 4) the content of the document was restructured. The text
was analyzed and organized into major themes. These themes were given clear headings and the
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) For op ek S praiect and to interview representatives of the barrower.

framewark to arsure that the recuirements of the ESSF are adequatiely reflectad in the
contractual cbligations of the E1B barrowes. A& borrower recsiving direct firancng from the EIB
for & project inside the EU shall undertake:

o tacomply in all respects with all laws to which it or the project is subject,  fallure so to
comply waould materially impair the ability of the barrower to perform its cbligations
urder the financing consract;

o to implement and cperate the project materlally in compliance with Envirenmental and

g The above cbligaticns are valid throughout the life of the EIB lean, In addition, there may be ad
hoc abligations imposed on & project under the respective finance contract, as a condition
precedent ta disbursement or during the ife of the loan, as well as additional Information
obligations.

Social Law, bl Capitalised terrms sppearing abowe have the following meanings:
o te chitsin and maintain requisite Enviranmental and Soctal Approvaks far the Praject; “Enuironment” maars the fallowing:
and
o tacomglywith any such Ensironmental and Soclal Approvals. (@)  fauna and flora, lving organisms including the ecological systems;

{b)  land, soil, water (induding marine and coastal waters), air, climate and the landscape
B Inaddition to the above, tailored contractual unck ings may be included case-bn inatural of man-rmade structures, whether above or below ground);
basis to acdrass specific snvirenmental and scelal risks and impacts identfied during the course
of the EIB appraisal of the projees.

(e} cultural heritage [natural, tangible and intangible];
id)  the built ervironment; and

cf An E18 borrower alsa represents tat: (€] human heslth and wellbeing.

o It has obtained all necessary Authorisations in connection with the Finance Contract and E"."Im'"-ﬂml i Mhlﬂwul TRVPIRR WRE SRR Moo e Ey S ietite mid
in erder to lawfully camgly with its sbligatians under such Finance Contract, Sec L

o the project and all such Autharisations are i full force and effect and sdrmissisle in “Environmental or Social Claim” mesns any claim, proceeding, formal notice or investigation by
evidence, any persan in respect of any Environmental and Social Law.

& itisin complisnce with the obiigations set cut under the last theee bullets points of a)
‘shiove and of b} abave and to the best of the borrawer's knowledge and belief (having T SR
made due and careful enguiry} ne materlal Emdronmental or Sockal Claim has been (8 B Law, inclusding principles and skandardsl:

commenced or is thraataned against it or any relavant affifate in ralation to the project fehah 1/ [national) I "
i, s
{unless it has been previewsly disclosed 1o the EIB) (0 [thehoststaba]§hationad Jeves

(e} applicable internaticnal traaties,

d) An EIB borrower iz obliged to provide to B8 information, which is tallor-made far the project in i mach case of which a princpal cbjective is the preservation, pratection or impravement of the
‘question, throughout the Ffe of the loan and with & pre-set regularity. The barrower should alsa and/ar the p Bemion of Social Matters.
provide any infarmation or further document cancerning erviranmental matters of the project
a5 EIB may y require 1fsuch document |s nat delivered to the EIE an “Soclal Matters” mears all, or any of, the fallowing:

time, and the barrower does not rectify the emission within a reasanable time set by the EI8 in
writing, the E1B may remedy the deficency, 1o the extent feasible, by employing it own staff or
8 consultant or arty other third party, at the borrower's expense, and the borrower shall provide (Bl accupational health and safety;

such perzans with all assistance necessary for the purose. (c)  rights and intarests of wilnerable groups;

(a)  labour and working conditions;

(o) rights and interests of indigencus peoples;

€] An EIB borrower also undertakes ta provide Information on {i) any action or protest initisted or
any objection rafsed by any third party or any geruine complaint received by the barrower or i8] gender equality;
any [material] Enviranmental ar Sacial Claim that & ta its knowledge commenced, panding or 0 public health, safety and security:

t d against it with ] or ather matters affecting the project, (i}
any incident or accident relating to the Project which has or is likely to have a significart
adverse effect on the Environment or an Sodal Matters, {iii} any material non-compliance by it
with any applicabl Law {ill) any suspersi cati dification of any () stakeholder engagement.

ig) avoidsnce of forced evictions and allevistion of hardship srising from involumtary
resettlement; and

Figure 3. European Investment Bank. Template contractual clauses on environmental and social matters
(January 2023). The template clauses referred to above are for reference purposes only and may not reflect
the precise terms concluded under specific operations. Reflecting the risk-based approach which EIB adopts
with regard to environmental and social risks and impacts, individual finance contract provisions may vary as a
function of the nature and characteristics of the operation and the findings of the appraisal carried out by EIB
staff for the purpose of the financing. In conducting its appraisal and determining which risks and impacts may
be relevant to an operation, EIB will have regard to the EIB Group Environmental and Social Policy and to the
EIB Environmental and Social Standards (together the Environmental and Social Sustainability Framework
(ESSF)). Used with permission.
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ENVIRONMENTAL AND SOCIAL CLAUSES  FOR PROJECTS INSIDE EU

The borrower undertakes to comply with the following conditions throughout the life of the loan.

SUSTAINABLE OPERATING CONDITIONS
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Figure 4. (Redesigned by Aino Kidnné 2022. Used with permission).

text was made simpler and easier to understand for nonlawyers and nonexperts.'? Visual elements
(icons) were added to effectively convey the meaning of the clauses. The icons were carefully con-
sidered to ensure a cohesive and memorable impression. The objective was to create a set of icons
that are simple, recognizable, visually appealing, and effectively convey the meaning of the clauses.
For example, the use of a judge’s gavel icon indicates compliance with laws, approvals, and author-
izations; the lock icon represents the status of licenses and approvals; and the globe icon signifies
environmental concerns. However, abstract icons, such as the one that symbolizes the pillars of
green business and economic growth (the first one), may be open to interpretation and were there-
fore used sparingly.

The organization and interconnection of clauses significantly impact the user’s ability to navigate
the document and understand its content. Compact headings play a vital role in directing the
reader’s attention and providing an overall understanding of the contract. Simplifying complex
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Figure 5. (Redesigned by Aino Kinné 2023. Used with permission).

legal language aligns with the goals of enhancing comprehension and reducing ambiguity
(Finnegan 2021; Passera 2017). However, it has been noted that “people learn better from words
and pictures than from words alone” (Mayer 2009, 4). This suggests that plain language alone is
insufficient to change the way how people perceive and engage with contracts (Passera, Haapio
and Barton 2013).

In summary, the changes allow users to quickly grasp the essential information and gain a
general understanding of the content quickly and without much effort. Furthermore, the changes
improve understandability and promote common understanding, and foster collaborative relation-
ships among the parties and stakeholders. In addition, the changes minimize the risk of information
overload, which often results in misunderstandings and slower information processing.'?

In the second version of the redesign (Figure 5), the text and icons remain unchanged in
regard to the first version (Figure 4). The information was divided into two pages. This
makes the layout more spacious. In addition, more detailed information on key concepts was
added to the footnotes, and a few images were added at the beginning of the document to
provide a visual representation of the different environmental and social aspects of sustainabil-
ity (Figure 3, page 2), such as nature, cultural heritage, safety, health, and human rights. The
images of different aspects of sustainability make the different elements of sustainability
more tangible to the reader.

This section provided a case study of how contract design offers a number of benefits that
improve the effectiveness of contracts. By using information design tools such as plain language
and visualization, and considering the needs of users, contracts become more accessible, readable,
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understandable, and engaging, ultimately improving their effectiveness, supporting the objectives
of contracts, and reducing the likelihood of disputes.

Conclusions

According to the European Commission’s Sustainable Finance Strategy, the financial system has a
key role to play in promoting sustainable development toward a greener and more sustainable
economy. Increasing legislation on sustainability alongside banking legislation, and expectations
of stakeholders have led to a situation where both banks and companies have a strong interest in
promoting sustainable business. SMEs represent more than 99% of all businesses in the EU, and
they are responsible for about 60% of all greenhouse gas emissions produced by businesses.
SMEs are therefore crucial to the success of EU’s sustainability transition.

The purpose of taxonomy regulation is to direct finance toward sustainable investments. To
comply with the Sustainable Finance Taxonomy, banks are required to assess the sustainability
of their corporate finance clients. Banks also have an interest in identifying sustainable companies
within their client base in order to meet their own sustainability targets and to consider the impact of
their client’s ESG risks on the bank’s capital requirements. The new reporting requirements under
the CSRD and the proposal on CSDDD will also to some extent affect SMEs both directly and indir-
ectly through the value chains. Considering these factors, as well as the expectations of SME sta-
keholders and customers, it is necessary for SMEs to integrate sustainability into their business
development and risk management. This in turn will contribute to increasing the share of sustain-
able finance for SMEs.

However, SMEs may face challenges in effectively integrating sustainability into their business
operations and in transitioning to sustainable practices, which differentiate them from larger com-
panies. One of the key factors contributing to these challenges is the limited resources available to
SMEs. Compared to their larger counterparts, SMEs often lack specialized skills and limited access
to legal and sustainability experts. As a result, SMEs may not have a comprehensive knowledge of
relevant legislation, have challenges implementing sustainability practices in their day-to-day
operations, and may struggle to monitor, measure, and report on their sustainability targets and indi-
cators (European Commission 2022a).

Legislation is a tool to influence the transition to sustainability. It provides a framework to guide
businesses and ensure compliance with sustainable practices. Contracts complement this frame-
work. They serve as tools to guide and help businesses implement sustainability principles in
their operations and ensure that sustainability is promoted in their day-to-day practices.
However, the value of a contract is highly dependent on its content. It is therefore crucial to
draw attention to the contract processes and to ensure that contract documents are understandable,
unambiguous, transparent, and implementable in day-to-day business. Contract documents should
avoid complex clauses and jargon, and sustainability factors should be expressed understandably
and unambiguously.

This article discussed proactive contracting and legal design approaches as a means to enhance
sustainability in financing. By adopting proactive contracting and legal design policies contracts can
move beyond their traditional role as mere legal tools to become management and communication
tools, as well as to promote good and sustainable business. Furthermore, this article stated that
making sustainability visible and monitorable in loan agreements requires a shift from contract
drafting to contract design. This requires multiprofessional collaboration and user-centered perspec-
tive. Design provides tools and methods for the development of contract processes and contract
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documents. This article presented information design as an example of the application of design prin-
ciples in contract documents. Clear and understandable contracts make sustainability more visible,
and measurable. This in turn facilitates the implementation, reporting, and monitoring of sustainability
targets, contributing to a financial system that directs sustainability development toward a greener and
more sustainable economy as outlined in the EU’s Sustainable Finance Strategy.

Limitations and future research

Proactive contracting and design research are practice-oriented research streams, that involve a
multidisciplinary and multi-methodological approach. When studying contracts and contracting
in different business models, it is useful to complement the study of general contract law doctrines
with empirical research. This article pointed out the role of SMEs in sustainable business, and more
specifically in sustainable finance. To move forward, future research on this topic should take an
empirical approach focusing on loan agreements and contract processes with the aim of improving
sustainable finance through proactive contracting and legal design. This could be done both by
examining the current state of loan agreements, and then using design thinking and action research
to design, and evaluate changes in contract processes and contract documents. This approach pro-
vides a practical perspective that goes beyond theoretical principles and allows for a deeper analysis
of the structures, characteristics and dynamics of contracting in different business models.
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Notes

1. See European Commission, “SME definition.” https:/ec.europa.cu/growth/smes/sme-definition_en.

2. Based on DealScan data between January 2016 and September 2021, green loans and
sustainability-linked ESG lending to all companies around the world has exploded from $6
billion to $322 billion in 2021 (see Kim et al. 2021).

3. In this article, the terms ESG and sustainability refer to the same concept, and the term ESG
loans refers to both sustainability-linked loans and green loans.

4. The Sustainable Finance Disclosure Regulation (EU 2019/2008) in turn harmonized transpar-
ency rules and disclosure requirements for sustainability practices in the financial sector.
According to the Taxonomy Regulation, the Commission was also required to create a defini-
tive list of environmentally sustainable activities by developing specific technical screening cri-
teria for each environmental objective. This was done through the adoption of delegated acts,
which tasked the Commission with establishing the technical screening criteria for the EU
Taxonomy.
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11.

12.

13.

. The Taxonomy Regulation focuses on environmental objectives, although sustainable finance

generally includes all three ESG criteria (environmental, social, and governance). However,
there are plans to extend this and to develop a full taxonomy involving social and governance
criteria at a later stage (see EU 2020, Article 26).

. As of 1 January 2024, the new legislation will affect companies (listed companies with more

than 500 employees) already subject to the NFRD; as of 1 January 2025, companies exceeding
at least two of the following criteria: more than 250 employees, an annual turnover exceeding
€40 million, or total assets exceeding €20 million; and as of 1 January 2026, all listed SMEs.
However, listed SMEs will have a two-year transition period for this change. This means that
the first mandatory reporting year will be 2027.

. In June 2023, the European Parliament adopted its position on the Corporate Due Diligence

Directive. The scope of the Parliament’s position differs from the Commission’s proposal.
For example, according to the Parliament’s position the new rules will apply to EU-based com-
panies in all sectors, including financial services, with more than 250 employees and a global
turnover of more than €40 million, and to parent companies with more than 500 employees and
a global turnover of more than €150 million (see European Parliament 2023).

. Consideration of environmental risks includes, for example, climate change mitigation and adapta-

tion, natural resources, preservation of biodiversity, prevention of pollution, and the circular
economy. Consideration of social risks covers inequality, inclusiveness, labor relations, investment
in human capital, and human rights. Governance risks include governance of public and private
institutions, management structures, and employee relations (European Commission 2018).

. See e.g. Kim et al. (2021).
10.

The most negotiated contract terms are not the same as those that negotiators consider the most
important ones. According to research by World Commercial & Contracting Association
(WorldCC), the most negotiated term was a limitation of liability and the most important
term was scope and goals of the contract. In contrast, the limitation and liability term was
only considered the tenth most important term. (see the most important terms vs. the most nego-
tiated terms WorldCC Foundation 2020).

See e.g. Macaulay (1963a, 1963b), Macneil (1978).

The reformatted text has been blurred, to avoid any legal interpretations. In addition, the essen-
tial element of the content of this article and design example was not the exact content of the
text, but a general illustration of the application of information design to contracts.

Cognitive load theory and cognitive theory of multimedia learning suggest that avoiding over-
loading in working memory is essential for learning and understanding (see e.g. Katz 2012;
Jarret et al. 2010; Passera 2017, 65-70; Waller 2022).
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